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GARY SENIOR*

Takeovers of Companies in the
United Kingdom, Australia, Canada,

and Hong Kong: Prohibited Financial
Assistance-A Trap for the Unwary
Companies legislation in the United Kingdom' has, for many years, included
a prohibition against a target company giving financial assistance for the acquisition of its shares. 2 Where a country's company law is based upon U.K. companies legislation, as is the case with most British Commonwealth countries, it
is common to find a financial assistance prohibition in that country's legislation.
A contravention of the financial assistance prohibition by a target company is
a serious matter with possible adverse implications for the target company, its
officers, the seller, and the purchaser. It may have criminal consequences, result
in the nonenforceability of the offending contract or transaction, and give rise to
a civil claim for damages or recovery of property from a constructive trustee. Third
parties may also be affected; lenders who have provided loan finance for the
acquisition may find that their security over the assets of the target company is
void.
This article is a survey of financial assistance issues that may be relevant in a
takeover situation where the target company is incorporated in the United Kingdom, Australia, Canada, or Hong Kong. It is a statement of the law in those
jurisdictions as of March 1, 1991.
*Solicitor of the Supreme Court of England and Wales. Mr. Senior is an associate with Baker &

McKenzie and has worked in both its Chicago and London offices. The author wishes to thank Mr.
Peter Bentley, a partner in the Chicago office of Baker & McKenzie, for suggesting that this article
be written and for commenting on drafts of the article. The author also wishes to thank Mr. Paul
McCarthy, also a partner in the Chicago office ofBaker & McKenzie, for his comments on prior drafts.
1. Although references are made in this article to the United Kingdom and U.K. law, there are
actually three distinct legal jurisdictions within the United Kingdom: England and Wales, Scotland,
and Northern Ireland. The provisions of the Companies Act 1985, as considered in this article, apply
to England and Wales and Scotland. Northern Ireland has legislation in similar terms.
2. The first U.K. statutory prohibition was the Companies Act 1929, 19 & 20 Geo. 5, ch. 23, § 45.
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I. The Types of Takeovers That May
Be Subject to the Prohibition
The financial assistance prohibition has had recent publicity in the United
Kingdom as a result of the trial and conviction of four individuals for actions
taken in connection with the public takeover of Distillers PLC by Guinness
PLC. 3 Guinness PLC had engaged in a share-support operation by offering
potential purchasers of Guinness shares such inducements as indemnities against
possible losses incurred by virtue of a fall in the market price of Guinness shares.
The purpose of the share-support operation was to boost the market price of
Guinness shares being offered as consideration for the offer to purchase the
shares of Distillers. However, the inducements offered to the potential purchasers
of Guinness shares constituted unlawful financial assistance in contravention of
the U.K. financial assistance prohibition.
The scope of the financial assistance prohibition is broad and it is not possible
to delineate clearly the types of transactions to which it will apply. Guinness PLC
is listed on The International Stock Exchange, London; however, the prohibition
may apply equally to the actions of a wholly owned subsidiary or a closely held
company.
The most common type of takeover in which the prohibition will apply is a
leveraged takeover where the use of assets of the target company is necessary to
finance the acquisition, for example by way of a loan from the target company
to the purchaser after closing or as security for financing from a third party. A
common example of this type of takeover is the management buyout. However,
the prohibition may also apply in a nonleveraged takeover.
If it is proposed that the target company (or any of its subsidiaries or, in the
case of Canada, other affiliated companies) should in any way financially assist
the seller or the purchaser in connection with the takeover, the possible application of the financial assistance legislation should be considered carefully.
II. The Meaning of "Financial Assistance"
In each of the jurisdictions surveyed, the relevant statutory language gives a
partial, but in no case an exhaustive, definition of financial assistance. Decisions
of the courts in the jurisdiction in question, and decisions of courts from other
Commonwealth jurisdictions, should be used in construing what constitutes financial assistance.
It is not possible to define financial assistance in simple, all-embracing terms.
An English judge has stated that the words financial assistance "have no technical meaning and their frame of reference is ...the language of ordinary

3. At the time that this article was written, the defendants were appealing against their convictions.
VOL. 25, NO. 3

TAKEOVERS-PROHIBITED ASSISTANCE

589

commerce." 4 An Australian judge has stated, "[i]t
is not practicable nor is it
desirable to attempt to delineate the exact boundaries of the words 'financial
assistance'." 5 Lord Denning has described how one should analyze a possible
financial assistance situation as follows: "You look at the company's money and
see what has become of it. You look at the company's shares and see into whose
hands they have gone. You will then soon see if the company's money has been
used [to give financial assistance]." 6
The following are principles enunciated by the courts and illustrative
examples:
(1) It does not matter whether the financial assistance is given to the purchaser or the seller of the shares. 7
(2) Any action on the part of the target company that has the effect of
reducing the purchase price of the shares will almost certainly amount to financial assistance. For example, the waiver by the target company of indebtedness
owed to it by the seller in order to reduce the purchase price payable by the
purchaser of the shares will constitute financial assistance. 8
(3) A target company's undertaking obligations in connection with the acquisition does not of itself constitute giving financial assistance. In the Australian
case Burton v. Palmer9 the target company gave certain warranties to the purchaser under the share purchase agreement. This clearly constituted assistance
on the part of the company, but as the warranties were correct and would not
involve the payment of money by the company, the assistance was not financial
assistance.
(4) The assistance need not reduce the net assets of the target company. The
mere purchasing of an asset for its full market value may constitute financial
assistance, at least where it is the intention of the target company to provide the
purchaser with cash to buy the shares. '0
(5) The repayment by the target company of an existing debt, such as intragroup indebtedness immediately prior to the closing of the acquisition of its

4. Charterhouse Inv. Trust Ltd. v. Tempest Diesel Ltd., [1986] B.C.L.C. 1, 10 (Hoffman, J.).
5. Burton v. Palmer, 34 C.L.C. 434, 440 (1980) (Mahoney, J.A.).
6. Wallersteiner v. Moir, [1974] 1 W.L.R. 991, 1014 (C.A.).
7. Armour Hick N. Ltd. v. Whitehouse, [1980] 1 W.L.R. 1520.
8. E. H. Dey Pty. v. Dey, 1966 V.R. 464; see also Indep. Steels Pty. v. Ryan & Anor, [1989]
7 A.C.L.C. 804.
9. 34 C.L.C. 434 (1980).
10. See National Mut. Royal Bank, [1990] 8 A.C.L.C. 154; cf. Darvall v. North Sydney Brick
& Tile Co. (No. 2), [1989] 7 A.C.L.C. 659, 687; see also Belmont Fin. Corp. v. Williams Furniture
Ltd. (No. 2), [1980] 1 All E.R. 393. The court, in that case, left open the question of whether there
would be financial assistance when a target company legitimately enters into a transaction in its own
commercial interests and not solely as a means of financially assisting the purchaser to buy shares in
the target company, but nevertheless partly has the object of putting the purchaser in funds to acquire
shares in the target company or has the knowledge that the purchaser so intends to use the proceeds
of sale. Subsections 153(1) and 153(2) of the Companies Act 1985 were enacted with a view to
resolving this question. Companies Act 1985, ch. 6, §§ 153(1)-(2).
FALL 1991
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shares, does not constitute financial assistance when the existing debt is repayable on demand.' By contrast, there would be financial assistance on the part of
a subsidiary of the target company that repaid indebtedness of the target com12
pany.
(6) The target company will have given financial assistance if it funds the
purchase price by making a loan to the purchaser. The grant by a target company
of a charge or other security for a loan financing a purchase of its shares will also
3
be financial assistance. 1
(7) It is not clear whether the payment of a dividend is capable of amounting
to financial assistance. 14 The dividend issue was considered in a New Zealand
case, Re Wellington Publishing Co. Ltd., 15 in which the court suggested that a
dividend would not amount to financial assistance if it was a proper dividend.
The dividend will not be proper unless it is paid out of monies lawfully available
for distribution under the applicable law. However, in determining whether the
dividend was proper, the court appeared to attach considerable weight to the fact
that after payment of the dividend in question the existing creditors were amply
protected by virtue of a substantial excess of assets over liabilities. This suggests
that, in certain circumstances, a dividend may be improper and constitute financial assistance even though it was made with monies lawfully available for
distribution by the company. 16
HI. Overview of the Law in the
United Kingdom, Australia,
Canada, and Hong Kong
This overview of the law in each jurisdiction lays the groundwork for the
following, detailed consideration of the terms of the applicable legislation.
A.

APPUCATION OF THE PROHIBIION ON

FiNANciAL

AsSISTANCE

In the United Kingdom and Australia the prohibition applies to the target
company and its subsidiaries. In Canada the prohibition applies to the target

11. Burton v. Palmer, 34 C.L.C. 434 (1980).
12. Armour Hick N. Ltd. v. Whitehouse, [1980] 1 W.L.R. 1520, 1523-25.
13. Heald v. O'Connor, [19711 1 W.L.R. 497; see also Selangor United Rubber Estates Ltd. v.
Craddock (No. 3), [1968] 1 W.L.R. 1555, 1646.
14. The U.K. and Australian legislation expressly except the payment of a dividend from the
respective basic prohibition. See Companies Act 1985, ch. 6, § 153(3)(a) (U.K.); Corporations Law

§ 205(8)(a) (Austl.). However, in the case of the Australian legislation, note § 205(8)(j).
15. [1973] 1 N.Z.L.R. 133.
16. This approach has received judicial support in another New Zealand case, Coleman v. Myers
[1977] 2 N.Z.L.R. 225, 378. Cf. the recent decision of the Supreme Court of Victoria Ryan & Anor.
v. Independent Steel Pty., [1988] 6 A.C.L.C. 754, in which the court cited Wellington as authority
for the principle that a dividend can never constitute financial assistance. Cf. Rossfield Group
Operations Pty. & Anor v. Austral Group Ltd. & Anor, 40 C.L.C. 670 (1980).
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company' 7 and affiliated companies. Affiliated companies are any subsidiary,
holding company, or sister company. The Hong Kong prohibition is expressed to
apply only to the target company; however, financial assistance may be found to
have been given by the target company if it arranges for its subsidiary to give
financial assistance.

B.

WHAT CONSTITUTES FINANCIAL ASSISTANCE?

In considering whether the prohibition applies to a proposed transaction, the
first question to consider is whether any action of the relevant company (that is,
the target company or one of its subsidiaries, or an affiliated company in the case
of Canada) constitutes financial assistance. As explained above, the legislation in
each jurisdiction gives a partial, but not an exhaustive, definition of the term.
Accordingly, regard must be given to cases that construe the term. 18
Only the U.K. legislation limits the ambit of the term "financial assistance"
as it has been interpreted under case law. Under the U.K. legislation, a transaction will not constitute financial assistance if it is not specifically defined as
financial assistance in the legislation, and the relevant company has net assets
that are not materially reduced by the transaction. The types of transactions that
are specifically defined as financial assistance in the U.K. legislation (and therefore constitute financial assistance irrespective of any reduction in net assets)
include: gifts, the grant of securities, guarantees, indemnities, and loans.' 9
C.

REASONS FOR THE FINANCIAL ASSISTANCE

If the transaction constitutes financial assistance on the part of the relevant
company, the next issue to consider is the link between the transaction and the
acquisition of the shares, which in each of the jurisdictions except Hong Kong
includes a subscription for, as well as a purchase of, shares. The financial
assistance will only fall within the terms of the prohibition in the United Kingdom if it is given for the purpose of the acquisition, or in the case of postacquisition assistance, for the purpose of reducing or discharging a liability
incurred for the acquisition. 2 ° In Australia, Canada, or Hong Kong, financial
assistance is prohibited if given either "for the purpose of" or "in connection
with" the acquisition. 2 1 The Australian legislation gives a partial definition of

17. The relevant corporate body in the United Kingdom, Australia, and Hong Kong is a company. For convenience, references may be made to a Canadian "company," although technically, the
relevant corporate body in Canada is a corporation.
18. See supra text section It for a discussion of the case law upon the subject.
19. Companies Act 1985, ch. 6, § 152(1). For the relevant portion of the text, see infra text
section IV.A.2.
20. Companies Act 1985, ch. 6, § 151(2)(a); see infra text sections IV.A.3.-A.5.
21. Corporations Law § 205(1) (Austl.) (see infra text section V.A.); Canada Business Corporations Act, CkN. REV. STAT. ch. C-44, § 44(1) (1985) (see infra text section VI.A.); and Companies
Ordinance 1984, 4 Laws of H.K., ch. 32 § 48(1) (see infra text section VII.A.).
FALL 1991
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the terms "for the purpose of" and "in connection with" the acquisition. 22 The
legislation in the other jurisdictions does not attempt any definition.
In the absence of statutory definition the courts have endeavored to give the
terms their plain and ordinary meaning. Thus, "for the purpose of" connotes an
intention to achieve or facilitate a result such as the acquisition of the shares,
although the "purpose" is that of the relevant company and not of any other
party to the acquisition. The term "in connection with" is of broader scope; a
causal link between the financial assistance and the acquisition is sufficient to
satisfy the test even if the relevant company does not intend to facilitate the
acquisition. In particular, financial assistance may be given "in connection
with" an acquisition in circumstances where the company is not aware that the
assistance would financially assist the acquisition of the shares.23 For example,
the target company may purchase an asset at market value from a proposed
purchaser of shares in the target company. The purchaser has to sell the asset in
order to put itself in funds to purchase the target company's shares, but the target
company does not know this. In such a case, the target company will not have
given financial assistance "for the purpose of" the acquisition, but it may have
given financial assistance "in connection with" the acquisition.
Determining the purpose of the company can be an extremely difficult task, as
is illustrated by considering the facts and decision of the recent case of Brady v.
Brady.24 In Brady relations between two brothers who controlled a group of
private companies had broken down, and a deadlock existed. To break the
deadlock a complicated reorganization was proposed, including the transfer by
one of the companies of half of its assets to redeem loan stock, which had been
issued as part of an arrangement to give financial assistance to buy shares in that
same company. The court held that the transfer of assets constituted financial
assistance. It was admitted that without the reorganization the survival of the
company was doubtful. The reorganization was a final attempt to break the
deadlock between the brothers and avoid having to put the companies controlled
by them into liquidation. The argument that the transaction did not constitute
unlawful financial assistance rested on a specific exception under subsection
153(1) of the Companies Act of 1985.25 This exception would have applied if it
could be shown that the principal purpose of the financial assistance was to
facilitate the reorganization to benefit the company, and facilitating the acquisition of the shares in the company was merely a secondary purpose. The English
House of Lords distinguished the reason for an action (in this case the survival
of the company) from its purpose (in this case to assist the acquisition of its
shares). Accordingly, the Court held the specific exception did not apply.

22.
23.
24.
25.

See infra text section V.A.3.
Darvall v. North Sydney Brick & Tile Co., [1988] 6 A.C.L.C. 154.
[19881 2 All E.R. 617.
Discussed infra text section IV.B.1.
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Although determining a company's purpose necessarily involves a subjective
question, the court will undoubtedly conduct an objective analysis to determine
the company's true purpose. Accordingly, as an evidential matter, board minutes
reflecting the appropriate purpose are unlikely to be conclusive in identifying the
company's purpose, although they are probably necessary and certainly helpful.
D.

SPECIFIC EXCEPTIONS

The legislation in each jurisdiction provides for specific exceptions such as the
one considered in Brady v. Brady discussed above. Probably the most wideranging specific exception is that any financial assistance is permitted in Canada
in a direct parent/subsidiary relationship. 26
E.

RELAXATION PROCEDURES

If no specific exceptions apply, in the United Kingdom and Australia it may be
possible to use a relaxation procedure. 27 In the United Kingdom a balance sheet
test must be satisfied before the relaxation procedure may be used. A complicated procedure must also be followed, including a declaration by each director
of the company giving the financial assistance to the effect that the company will
remain solvent for twelve months. Also, the U.K. relaxation procedure is only
available to private companies. 28 The U.K. relaxation procedure is commonly
used in management buyouts, but may be used in respect of any transaction in
which the balance sheet test and other conditions to be satisfied can be met.
In Australia there is no balance sheet test to be satisfied in order to be able to
use the relaxation procedure. As with the United Kingdom, a complicated procedure must be followed, including the issuing of a statement by the directors of
the company giving the financial assistance as to whether the proposed financial
assistance will prejudice materially the interests of creditors or members of the
29
company. The Australian relaxation procedure is available to both proprietary
and nonproprietary companies.
Canada does not provide a relaxation procedure, but its basic prohibition only
applies if the company is unable to satisfy two solvency tests: a net asset test,
assets exceeding liabilities; and, a liquidity test, ability to pay liabilities as they
fall due. 30 Thus, the prohibition will not apply to a Canadian company if it is,
and after the giving of the financial assistance will be, solvent on both measures.
If a Canadian company cannot meet the solvency tests, then the financial assis26. Discussed infra text section VI.B.
27. Discussed in detail infra text sections IV.B.2., V.B.2.
28. See infra note 47, for an explanation of the distinction between public and private companies
in the United Kingdom.
29. A proprietary company is broadly equivalent to a private company in the United Kingdom.
Id.
30. Discussed infra text section VI.A.4.
FALL 1991
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tance cannot be given unless a specific exception applies because Canadian legislation does not provide for a relaxation procedure. 3 1 However, a U.K. company
that is insolvent on either a liquidity or net asset basis will almost certainly not
be able to use the relaxation procedure under the Companies Act 1985.32 By
comparison, an Australian company in those circumstances may have greater
flexibility since the Australian relaxation procedure contains no solvency test.
However, making comparisons of a general nature between the Canadian and
the U.K. and Australian legislation may be misleading because the Canadian
solvency tests are not as straightforward as they first appear. A more detailed
discussion of the Canadian legislation appears below.
Hong Kong does not provide a relaxation procedure.
F.

CRIMINAL AND CIVIL PENALTIES

Contravention of the prohibition, except in Canada, constitutes a criminal
offense, and, in all of the jurisdictions, by virtue of case law (supplemented by
33
statute in Australia), may result in the transaction being void. The Australian
and Canadian 34 legislation have saving provisions for certain transactions otherwise void under case law. The U.K. and Hong Kong legislation is silent as to
the civil law consequences of a contravention of the prohibition.
IV. The United Kingdom
A.

THE BASIC PROHIBITION

The basic financial assistance prohibition in the U.K. companies legislation is
in section 151 of the Companies Act 1985 (the 1985 Act). The basic prohibition is separated into two parts, subsections (1) and (2), dealing respectively with
(i) assistance given before or at the same time as the acquisition, and (ii) assistance given after the acquisition. The subsections provide:
(1) [W]here a person is acquiring"' or is proposing to acquire shares in a company,
it is not lawful for the company or any of its subsidiaries to give financial assistance directly or indirectly for the purpose of that acquisition before or at the same
time as the acquisition takes place.
(2) [W]here a person has acquired shares in a company and any liability has been
incurred (by that or any other person), for the purpose of that acquisition, it is not

31. A Canadian corporation may, however, be able to rely upon the parent/subsidiary exception
discussed supra in text section III.D.
32. A U.K. company may only use the relaxation procedure if it has net assets and its directors
are able to declare that it is able to pay its debts when due. See infra text section IV.B.2.
33. See infra text section V.C.
34. See infra text section VI.C.
35. The reference to "acquisition" covers the purchase, subscription and exchange of shares.
Cf. Re VGM Holdings Ltd. [19421 1 All E.R. 224 (construing a predecessor provision).
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lawful for the company or any of its subsidiaries to give financial assistance
directly or indirectly for the purpose of reducing or discharging the liability so
incurred. 36
Before discussing subsections (1) and (2) certain comments may be made that
are common to both.
1. The Company or any of Its Subsidiaries
For section 151 to apply, the shares acquired must be shares in a company
incorporated under the 1985 Act or a preceding U.K. Companies Act. 3 7 Accordingly, section 151 does not restrict a U.K. subsidiary from giving financial
assistance for an acquisition of shares in its non-U.K. registered holding company. Also, section 151 does not apply in the case of a U.K. holding company
giving financial assistance for the acquisition of shares in its subsidiary. The
prohibition does apply to financial assistance given by a U.K. subsidiary38 for the
acquisition of shares in its U.K. holding company.
2. FinancialAssistance
Financial assistance is defined in subsection 152(1)(a) of the 1985 Act as
follows:
(i) financial assistance given by way of gift,
(ii) financial assistance given by way of guarantee, security or indemnity, other than
an indemnity in respect of the indemnifier's own neglect or default, or by way of
release or waiver,
(iii) financial assistance given by way of a loan or any other agreement under which
any of the obligations of the person giving the assistance are to be fulfilled at a
time when in accordance with the agreement any obligation of another party to
the agreement remains unfulfilled, or by way of the novation of, or the assignment of rights arising under, a loan or such other agreement, or
(iv) any other financial assistance given by a company the net assets
39 of which are
thereby reduced to a material extent or which has no net assets.
If the proposed transaction falls within any of paragraphs (i), (ii), or (iii), the
parties to the transaction will need to consider whether the transaction is prohibited by section 151. If the transaction constitutes financial assistance 4° (albeit
not of the types specifically described in paragraphs (i), (ii), or (iii)), then by
virtue of paragraph (iv), section 151 must be considered if the company giving
the assistance either does not have net assets, or has net assets that are reduced
to a material extent by the giving of the assistance. Material is not defined for this
purpose. However, "net assets" is defined in subsection 152(2) as being the "ag-

36.
37.
38.
39.
40.

Companies Act 1985, ch. 6, § 151(1), (2).
This is by virtue of the definition of "company" under § 735.
This includes an indirect, as well as a direct subsidiary. See definition id. § 736.
Id. § 152(1)(a).
For a discussion of the meaning of the term, see supra text section II.
FALL 1991
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gregate of the company's assets, less the aggregate of its liabilities." Subsection
152(2) further provides that "liabilities" includes any provision for liabilities or
charges within paragraph 89 of schedule 4 of the 1985 Act. Paragraph 89 encompasses any amount reasonably necessary for the purpose of providing for any
liability or loss either likely to be incurred, or certain to be incurred, but uncertain as to amount or as to the date on which it will arise.
Subsection 152(2) is not clear as to whether assets and liabilities should be
valued according to market or book value. By contrasting the wording of this
subsection with that of subsection 154(2)(a), 4 1 however, it appears that market
value is the measure.
3. The "Purpose" of the FinancialAssistance
For section 151 to apply to the financial assistance it must be given for the
purpose of the acquisition or of reducing or discharging a liability incurred for
the purpose of an acquisition that has taken place. The term "purpose" is not
defined in the 1985 Act. Clearly, however, it4 2is insufficient that the assistance
was given in connection with an acquisition.
4. FinancialAssistance Given Before or at the
Same Time as the Acquisition Takes Place
As discussed above,43 subsection 151(1) prohibits giving financial assistance
before or at the same time as the acquisition. It is apparent from section 151 that
was given
there may be a timing question as to whether the financial assistance
44
"before or at the same time as" or "after" the acquisition.
5. FinancialAssistance Given After
the Acquisition Has Taken Place
For subsection 151(2) to apply, an acquisition must have taken place; a liability
must have been incurred by the purchaser or any other person for the purpose of
the acquisition; and financial assistance must have been given directly or indirectly to reduce or discharge the liability so incurred. This prohibition is without
limit in time and may have effect months or even years after the original acquisition of shares.
To complicate matters, subsection 152(3) extends the scope of subsection
151(2) by providing as follows:
(a) a reference to a person incurring a liability includes his changing his financial
position by making an agreement or arrangement (whether enforceable or unen-

41. Discussed infra text section IV.B.2.
42. See supra text section III.C. for a discussion; Compare Companies Act 1948, 11 & 12 Geo.
6, ch. 28, § 54 and the Australian, Canadian, and Hong Kong legislation.
43. See supra text section IV.A.2.
44. See discussion in TOLLEY'S COMPANY LAW at F 40/14 (loose-leafed.) [hereinafter ToLLEY's].
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forceable, and whether made on his own account or with any other person) or by
any other means; and
(b) a reference to a company giving financial assistance for the purpose of reducing
or discharging a liability incurred by a person for the purpose of the acquisition of
shares includes its giving such assistance for the purpose of wholly or partly
restoring his financial position to what it was before the acquisition took place. 5
If A has acquired shares in B using A's own cash resources, it may be unlawful
financial assistance for B to lend monies to A, unless one of the exceptions
discussed below applies, because this would restore A's financial position, which
had changed when A paid the cash to acquire the shares.4 6

B.

EXCEPTIONS TO THE BASIC PROHIBITION

Two sections provide exceptions from the scope of section 151. Section 153
provides a number of specific exceptions, and section 155 contains the relaxation
procedure, which is very broad in scope but only available to private companies. 47
1. Specific Exceptions Under Section 153
Subsection 153(1) provides that subsection 151(1) shall not apply where the
giving of the financial assistance was only a secondary purpose of the company,
or an incidental part of some larger purpose of the company, and the assistance
was given in good faith in the interests of the company. Subsection 153(2)
provides an equivalent exception for financial assistance given after the acquisition has taken place.
In determining whether subsections 153(1) or 153(2) apply, the court carefully
considers the company's purpose in giving the financial assistance. The determination of what is a primary, secondary, or larger purpose is likely to be an
extremely difficult exercise. 48
The test of whether financial assistance was given in good faith in the interests
of the company is primarily a subjective test, but subject to some objective
review. 49 The interests of the company consist of the interests of its shareholders,
its employees, 50 and, depending upon the solvency of the company, its creditors.5 1 There will nearly always be doubt whether the exceptions under subsections 153(1) or 153(2) apply. If possible it will generally be advisable to use the

45. Companies Act 1985, ch. 6, § 152(3).

46. For a discussion of this example, see ToLtLEY's, supra note 44, at F 40/18.
47. A company incorporated in the United Kingdom will be a private company or a public

company. There are a number of differences between the two types of company, the principal one
being that a public company, unlike a private company, has the right to offer its shares to the public.

48. See supra text section I.C. for a discussion of Brady.
49. Brady v. Brady, [1988] 2 All E.R. 617, 632.
50. Companies Act 1985, ch. 6, § 309.
51. Brady [1988], 2 All E.R. at 632.
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relaxation procedure under section 155, and prudent lenders taking security from
the target company will insist that the relaxation procedure be used.52
The only other exception under section 153 that will commonly be used in a
takeover situation provides that a lawful dividend cannot be unlawful financial
assistance. 53 Thus, it is always open to the purchaser of shares in a U.K.
company to finance its acquisition using the target company's funds by ensuring
that a dividend is paid after the acquisition. This assumes the target company has
sufficient distributable profits.54 Another exception that may sometimes assist in
the takeover situation provides that a company whose ordinary business comprises in whole or in part the lending of money is not prevented from giving
financial assistance by lending money in the ordinary course of its business.5 5
2. Relaxation Procedurefor Private
Companies Under Section 155
The relaxation procedure is only available to a private company, which may
use the procedure to enable it to give financial assistance for the acquisition of
shares in it or its private holding company. 56 A public company may use the
relaxation procedure only if it first re-registers as a private company. A private
subsidiary company may not use the relaxation procedure to give financial assistance in respect of the acquisition of shares in its holding company if the
subsidiary company is also a subsidiary of a public company itself a subsidiary
57
of the holding company.
For a company to be able to use the relaxation procedure, it must have net
assets that are not reduced by the financial assistance, or, to the extent its net
assets are reduced, the amount of the reduction must not exceed the amount of
the company's distributable profits.5 8 The definition of net assets 59 is effectively
the same as the definition under subsection 152(2), 60 except that section 155
specifically requires the use of book values rather than market values. Difficult
questions can arise in determining whether and how the transaction constituting
the financial assistance should be recorded as a liability on the balance sheet of
52. Although the House of Lords in Brady held that the transaction in question had been made
in breach of subsection 151(2), and was not saved by subsection 153(2), it was held prospectively
valid subject to compliance with the relaxation procedure under section 155. Id. at 631-37.
53. Companies Act 1985, ch. 6, § 153(3)(a).
54. A U.K. company's profits available for distribution are defined in section 263 of the 1985
Act. Id. § 263.
55. Subsection 153(4)(a).
56. Companies Act 1985, ch. 6, § 155(1).
57. Id. § 155(3).
58. Id. § 155(2). Section 152(1)(b) defines "distributable profits" for this purpose as being
profits lawfully available for distribution, pursuant to section 263 of the 1985 Act, and, in a case
where the financial assistance is or includes a non-cash asset, any profit which, if the company were
to make a distribution of that asset, would under section 276 of the 1985 Act be lawfully available
for distribution.
59. Id. § 154(2).
60. Discussed supra at text section IV.A.2.
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the company giving the assistance. For example, does a guarantee given by the
target company impact its balance sheet? The answer is in the negative provided
the directors may reasonably conclude that it is unlikely the guarantee will be
called upon. 61 What if it is proposed that the target company should finance the
purchase by making an interest-free loan to the purchaser? There is clearly no
reduction of net assets in this case, if the interest-free loan can properly be
recorded at its face value. It appears that the common practice of auditors in the
United Kingdom is to record such a loan at its face value, although an argument
can be made that this practice is not in accordance with accounting standards
under the 1985 Act.62 If any doubt exists as to whether the test under subsection
155(2) is satisfied, confirmation by way of a report from the auditors should be
sought. 63 Most lenders will require such a certificate, termed a nonstatutory
report to differentiate it from the statutory report, to be given by the auditors
under subsection 156(4). 64
In order for the relaxation procedure to be used, the following steps must be
taken:
(1) Each of the directors (not just a majority of them) of the company proposing to give the financial assistance, and where the acquisition is of shares
in a holding company each of the directors of the holding company and any
intermediate holding company, must make a statutory declaration in the prescribed form before the assistance is given. 65 The declaration must state that
the directors have formed the opinion regarding the company's initial situation
immediately following the date on which the assistance is proposed to be given
that there will be no ground on which it could then be found unable to pay its
debts, and either
(a) if it is intended to commence the winding up of the company within
twelve months of that date, that the company will be able to pay its debts in
full within twelve months of the commencement of the winding up, or
(b) that the company will be able to pay66its debts as they fall due during
the year immediately following that date.
In forming their opinion for the purposes of the above statement, the directors
must take into account contingent and prospective liabilities. 67 One area of major

61. See Companies Act 1985, 89, sched. 4.
62. This argument may be made on the basis that paragraph 23 of schedule 4 to the 1985 Act
requires that current assets be included in the accounts at the lower of cost and net realizable value
and that the realizable value of an interest-free loan is not its face value. It will also be necessary to
consider whether a provision should be made in respect of the loan if the borrower is not sufficiently
creditworthy.
63. The Council of the Institute of Chartered Accountants in England and Wales has issued a
guidance note (TR 660, May 1987) to its members on the considerations to be taken into account in
issuing such a report.
64. Discussed infra in this section.
65. Id. § 155(6) and § 156.
66. Id. § 156(2).
67. Id. § 156(3).
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doubt is whether in contemplating these liabilities the directors should assume that
they will become due in full during the twelve-month period. It is submitted that
to require the directors to take account of these liabilities in full is an unduly
restrictive interpretation of the provision, although some practitioners in the United
Kingdom take the cautious view because of the potential criminal liability. 68
(2) The directors' statutory declaration must have an attached report addressed
to them by the company's auditors stating that the auditors:
(a) have inquired into the state of affairs of the company; and
(b) are not aware of anything to indicate that the opinion expressed by69the
directors in their declaration is unreasonable in all the circumstances.
(3) The giving of financial assistance must be approved by special resolution
of the company in general meeting or, where the acquisition is of shares in a
holding company, by the company giving the assistance, the holding company,
and any intermediate holding company 70 (except, in any such case, where the
company is a wholly owned subsidiary). If a special resolution is necessary,
the directors' statutory declaration and auditors' report, referred to in (1) and
(2) above, must be available for inspection by members of the company at the
meeting at which the resolution is to be passed. 71
The statutory declaration, auditors' report, and a copy of any special resolution must be delivered to the Companies Registry within fifteen days after the
passing of the resolution, or within fifteen days of the making of the statutory
declaration if a special resolution is not required. 72
The practicalities of complying with the relaxation procedure, especially when
directors are located in different parts of the world, should not be underestimated. It is not clear from the 1985 Act whether the directors must all give the
declarations on the same day or whether they must also sign the same form. Most
practitioners in the United Kingdom appear to take the view that the directors
must execute on the same day, but may use different forms. Also the directors
should be advised that making a statutory declaration under section 156, without
having reasonable grounds for the opinions expressed in it, constitutes a criminal
73
offense.
If any special resolution is required to be passed as described in (3) above, it
must be passed on the date on which the directors of that company make their
statutory declaration, or within the week immediately following that date. 74 An
application to cancel the resolution may be made by holders of not less than 10
percent in nominal value of the company's shares or any class of it, or if the

68. See e.g., Putnam & Abele, When a Company Wants to Buy Its Own Shares, Accr., Apr.
1983, at127.
69. Companies Act 1985, ch. 6, § 156(4).
70. Id. § 155(4)-(5).

71. Id. § 157(4)(a).
72. Id. § 156(5).
73. Id. § 156(7).
74. Id. § 157(1).
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company is not limited by shares, by not less than 10 percent of the company's
members provided that the applicant has not consented to or voted in favor of the
resolution. 75 The application for cancellation must be made within twenty-eight
days of the special resolution being passed.7 6
Section 158 regulates the timing for giving financial assistance. If a special
resolution is required, assistance must not be given before the expiration of the
four-week period commencing with the date on which the special resolution is
passed, unless the resolution was passed unanimously by all those entitled to
vote. If there is more than one special resolution, assistance must not be given
before the expiration of the four-week period commencing with the date on
which the last resolution is passed unless all resolutions were passed unanimously by all those entitled to vote.77 If application for the cancellation of a
resolution has been made under section 157, the financial assistance must not be
given before the final determination of the application, unless the court orders
otherwise. 7 . In any eyent, unless the court on an application under section 157
otherwise orders, the assistance must not be given after the expiration of th e
period of eight weeks beginning with the date of the statutory declaration of the
assistance, or if more
directors of the company proposing to give the financial
79
than one company is involved, the earliest of them.
C.

CONSEQUENCES OF A CONTRAVENTION OF THE PROHIBITION

The 1985 Act provides that a contravention of section 151 constitutes a criminal offense on the part of the company and any officer80 of the company who is
inbreach.81 Contravention may also result in charges for criminal conspiracy.
The 1985 Act, unlike the Australian and Canadian legislation,8 2 is silent as to
the civil consequences. Although the law on this point is not entirely free from
doubt, any transaction in breach of section 151 is probably void;8 3 however, it
may be possible to sever the financial assistance from the rest of the transaction. 84 The breach may also give rise to a civil claim by the company for

75. Id. § 157(2).
76. Id. § 54(3).
77. Id. § 158(2).
78. Id. § 158(3).
79. Id. § 158(4).
80. An officer is defined as including a director, manager, or secretary, in section 744 of the 1985
Act. Id. § 744.
81. Companies Act 1985, ch. 6, § 151(3).
82. See respectively Corporations Law §§ 205-206 (Austl.); Canada Business Corporations Act,
CAN. REv. STAT. ch. 44, §§ 44(3), 118(2). For a discussion of these provisions, see infra text sections
V.C., VI.C.
83. See Heald v. O'Connor [1971] 1 W.L.R. 497; Selangor, United Rubber Estates Ltd. v.

Craddock (No. 3), [1968] 1 W.L.R. 1555.
84. See Spink (Bournemouth) Ltd. v. Spink, [1936] 1 All E.R. 597; Niemann v. Smedley, 1973

V.R. 769; Carney v. Herbert, 1984 2 A.C.L.C. 798; cf. Street C.J. in D.J.E. Constructions Pty. v.
Maddocks, 40 C.L.C. 732 (1981).
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damages such as a breach of trust claim against a director, 85 or against a third
party in an action for recovery of property from a constructive trustee. 8 6 The
company may also be able to bring a civil claim in tort for conspiracy. 87
V. Australia
A.

THE BASIC PROHIBITION

The basic financial assistance prohibition in the Australian companies legislation is subsection 205(1) of the Corporations Law.88 Subsection 205(1) applies
to financial assistance given before, at the same time, and after the acquisition,
and provides as follows:
(1) [A] company shall not:
(a) whether directly or indirectly, give any financial assistance for the purpose
of, or in connection with:
(i) the acquisition 9 by any person, whether before, or at the same time as, the
giving of financial assistance, of:
(A) shares or units of shares 9° in the company; or
(B) shares or units of shares in a holding company of the company; or
(ii) the proposed acquisition by any person of:
(A) shares or units of shares in the company; or
9
(B) shares or units of shares in a holding company of the company. '
1. "The Company" or "in a Holding Company"
As with the U.K. legislation, the prohibition applies to financial assistance
given by the target company or its subsidiaries. By virtue of the definition of
company, 92 the prohibition only applies to the acquisition of shares in a company
registered under the Corporations Law.
2. "FinancialAssistance"
Financial assistance is defined in subsection 205(2) of the Corporations Law as
including "financial assistance by means of the making of a loan, the giving of
a guarantee, the provision93of security, the release of an obligation or the forgiving
of a debt or otherwise."
85. See, e.g., Selangor, [1968] 1 W.L.R. 1555.
86. See, e.g., Belmont Fin. Corp. v. Williams Furniture Ltd. (No. 2), [1980] 1 All E.R. 393.
87. See, e.g., id.
88. The provisions of the Australian Corporations Law came into effect on January 1, 1991. The
provisions of the Corporations Law, as they relate to financial assistance, are almost identical to the
provisions of the predecessor legislation, sections 129 and 130 of the Companies Code.
89. Construed to include an acquisition by way of purchase, subscription or otherwise. Corporations Law § 205(16).
90. "Units of shares" means as interests (including beneficial interests) in shares or options to
acquire shares. id. § 9(1).
91. Id. § 205(l).
92. Id. § 9(l).
93. Id. § 205(2).
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The above definition resembles paragraphs (i), (ii), and (iii) of subsection
152(l)(a) of the 1985 Act. 94 In construing the term "financial assistance" in
those transactions that do not constitute a loan, the giving of a guarantee, the
provision of security, the release of an obligation, or the forgiving of a debt,
95
regard should be had to case law.
3. "For the Purpose of or in Connection with"
As with the U.K. legislation, the financial assistance will be given in breach
of the basic prohibition if it is given for the purpose of the acquisition. However,
unlike the U.K. legislation, the Corporations Law gives a partial definition of
purpose. Subsection 205(3) provides that the company "shall be taken" to have
given financial assistance for the purpose of an acquisition or proposed acquisition (referred to in the subsection as the relevant purpose) if: (a) the company
gave the financial assistance for purposes that included the relevant purpose; and
(b) the relevant purpose was a substantial purpose of the giving of the financial
96
assistance.
The Corporations Law gives no guidance as to when a purpose is to be viewed
as a substantial purpose.
Unlike the U.K. legislation, but like the Canadian and Hong Kong legislation,
the Corporations Law also prohibits giving financial assistance, even if not given
for the purpose of the acquisition, if it is given in connection with the acquisition.
The Corporations Law again gives a partial definition of the term in question.
Subsection 205(4) provides that a company "shall be taken" to have given
financial assistance in connection with an acquisition or proposed acquisition if:
when the financial assistance was given to a person, the company was aware that the
financial assistance would financially assist:
(a) the acquisition by a person of shares or units of shares in the company; or
(b) where shares in the company had already been acquired-the payment by a
person of any unpaid amount of the subscription payable for the shares or of any
97
premium payable in respect of the shares, or the payment of any calls on the shares.
By virtue of subsection 205(4)(a), the prohibition will apply even if the company gave financial assistance for a bona fide commercial purpose unconnected
with the acquisition, if the company was aware that the transaction would financially assist the acquisition.
The use of the words "shall be taken" in subsections 205(3) and 205(4) are
important to remember when dealing with these subsections. The subsections are
not exhaustive definitions of what comprises financial assistance "for the pur-

94. Discussed supra text section IV.A.2; although compare Companies Act 1985, ch. 6, §
152(1)(a)(iv) (discussed supra text section IV.A.2.).
95. As discussed supra text section II.
96. Corporations Law § 205(3).
97. Id. § 205(4).
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pose of" or "in connection with" an acquisition of shares. 98 Accordingly, with
respect to subsection 205(4), there may be cases where financial assistance is
given "in connection with" an acquisition, notwithstanding that the company is
not aware that the financial assistance would assist the acquisition of shares. 99
B.

EXCEPTIONS TO THE BASIC PROHIBITION

Three subsections provide exceptions from the scope of subsection 205(1).
Subsections 205(8) and 205(9) provide a number of specific exceptions, and
subsection 205(10) provides a general relaxation procedure.
1. Specific Exceptions Under
Subsections 205(8) and 205(9)
The specific exception most likely to be useful in a takeover situation is that
a company may pay a dividend "in good faith and in the ordinary course of
commercial dealing. ' ' ° The Corporations Law gives no guidance as to the
meaning of the quoted words. A dividend paid solely to finance the acquisition
may be said to have not been paid "in the ordinary course of commercial
dealing." However, before determining whether the exception applies it is necessary to consider whether the dividend constitutes financial assistance.' 0 '
A further exception from the prohibition is the discharge by a company of a
liability of the company which it incurred in good faith as a result of a transaction
entered into on ordinary commercial terms. 10 2 Also, an exception under subsection 205(9)(a) may assist a target company whose ordinary business includes the
lending of money, the giving of guarantees, or the provision of security in
connection with loans made by other persons. The subsection permits such a
company to give financial assistance by way of a loan, guarantee, or other
security, if made or given by the company in the ordinary course of its ordinary
business and the loan (made by the company or, in the case of a guarantee or
other security, the third party) has been made on ordinary commercial terms, as
to rate of interest, terms of repayment of principal and payment of interest, the
security to be provided and otherwise. If a company deliberately makes a loan to
finance the acquisition of its shares, it is highly unlikely the loan will fall within
03
the exception. 1
The other specific exceptions are unlikely to be of assistance in a takeover
situation.

98. Darvall v. North Sydney Brick & Tile Co., [1988] 6 A.C.L.C. 154; (No. 2), [1989] 7
A.C.L.C. 659.
99. Darvall, [19881 6 A.C.L.C. 154.
100. Corporations Law § 205(8)(a).
101. As discussed supra text section II.
102. Corporations Law § 205(8)(c).
103. Steen v. Law, 1964 A.C. 287.
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2. Relaxation Procedure Under Subsection 205(10)
Unlike the equivalent procedure under the U.K. legislation, this procedure is
available to public (nonproprietary) as well as proprietary 1° 4 companies. In contrast to the relaxation procedure under the U.K. legislation, there is no balance
sheet test. For the relaxation procedure to be used, the following steps must be
taken by the company:
(1) The company must resolve by special resolution to give the financial
assistance. 105
(2) The notice calling the meeting at which the special resolution will be
considered must:
(a) set out the particulars of, and reasons for, the proposed financial
assistance;
(b) set out the effect that the giving of the financial assistance would
have on the financial position of the company and any group of which
it is a member; and
(c) be accompanied by a copy of a statement issued by a resolution
of the directors, and signed by not less than two directors, setting out
the names of any directors who voted against the resolution and the
reasons why they so voted. The statement must also declare whether,
in the opinion of the directors who voted in favor of the resolution
(after taking into account the financial position of the company, including future liabilities and contingent liabilities of the company) the
giving of the financial assistance would be likely to prejudice materially the interests of the creditors or members of the company, or any
class of such creditors or members. 106
(3) Not later than the day next following the day when the notice to
members is dispatched to them, copies of the notice and directors' statement
07
must be lodged with the Australian Securities Commission. 1
(4) The notice and a copy of the directors' statement must be circulated to
all members of the company and all trustees for debenture holders of the
company or, if there are no such trustees, any debenture holders themselves
08
where the names of such holders are known to the company.'
(5) Within twenty-one days after the passing of the special resolution a
notice shall be published in each state and territory in which the company is
carrying on business, in a daily newspaper circulating generally in that state
or territory: 1° 9 (a) setting out the terms of the resolution of the company; and
104. An Australian proprietary company is broadly equivalent to a U.K. private company. Supra
note 47.
105. Corporations Law § 205(10)(a).
106. Id. § 205(10)(c). This section was considered in National Mut. Royal Bank, [1990] 8
A.C.L.R. 1057.
107. Corporations Law § 205(10)(e).
108. Id. § 205(10)(f).
109. Id. § 205(10)(h).
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(b) stating that certain specified classes of persons (including a creditor or a
member)110 may, within twenty-one days,t1t apply to the court to oppose the
giving of financial assistance.
If the company is a subsidiary of a listed corporation1 12 or a subsidiary whose
ultimate holding company is incorporated in Australia or any external territory,11 3 the listed corporation or the ultimate holding company must also pass a
special resolution approving the giving of the financial assistance. 114 The notice
calling the meeting at which the special resolution is to be considered must have
a copy of the notice and statement issued by the company, referred to in (2)
above, attached to it. 115 The notice calling the meeting also must be served upon
the same classes of persons as described in (4) above. 116 If the resolution of the
listed corporation or ultimate holding company is passed after the resolution of
the company giving the financial assistance, the twenty-one-day time limit referred to in (5) above runs from the date of the last resolution.
Subsection 205(12) provides that where a company passes a special resolution
like the one referred to above a member or creditor of the company or another
company within the same corporate group may make an application to the court
opposing the giving of the financial assistance within the period of twenty-one
days after publication of the notice in the relevant newspaper, or newspapers. If
such an application is made, the financial assistance may not be given until the
application has been withdrawn or the court has approved the financial assistance. 11 7 Even if nobody lodges an objection, the company must wait for the
twenty-one-day period to expire before giving the financial assistance.'18 This
delay may be a serious impediment to using the relaxation procedure in the
context of a public takeover.
Even if the procedure has not been properly followed, the court has power to
declare that the procedure has been complied with if there has been substantial
compliance. 1 19
If an application is made pursuant to subsection 205(12) to oppose the giving
of the financial assistance, the court shall have regard to the rights and interests
of creditors and members. 120 Further, the court shall not approve the giving of

110. As set out in section 205(12). Id. § 205(12).
111. Id.
112. Defined in subsection 9(1) of the Corporations Law as any corporation that has been included
in the official list of a securities exchange in Australia or an external territory. Id. § 9(1).
113. Defined in subsection 9(1) of the Corporations Law as any territory, not being an internal
territory, provision for the government of which as a territory is made by any Australian Act. Id.
114. Id. § 205(10)(b).

115. Id. § 205(10)(d).
116.
117.
118.
119.
120.

Id.
Id.
Id.
Id.
Id.

§ 205(10)(g).
§ 205(10)(j).
§ 205(10)(k).
§ 205(11).
§ 205(13)(a).
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the financial assistance unless the court is satisfied that the company has made
full disclosure to the members of all material matters relating to the proposed
financial assistance and that the proposed financial assistance would not, after
taking into account the financial position of the company, including any future or
contingent liabilities, be likely to prejudice materially the interests of creditors,
members, or any class of them. 121 The court may make an order disapproving or
22
or the court may
approving the giving of the proposed financial assistance,
of the shares of the objecting
company
the
by
purchase
for
make an order
23
members. 1
C.

CONSEQUENCES OF A CONTRAVENTION OF THE PROHIBITION

The Corporations Law provides that a breach of subsection 205(1) constitutes
a criminal offense on the part of each officer' 24 who is involved in the contravention. Each involved officer may also be required to pay compensation as
specified by the court to the company or a third party, where such a person has
breach. 125 The company is expressly
suffered loss or damage as a result of the
26
exempted from any criminal liability.'
The question as to whether a transaction entered into in breach of the
prohibition is void is not left entirely to common law, as is the case in the
United Kingdom, but instead is partially addressed by the statutory provisions.
Subsection 206(2) provides that a contract or transaction in breach of section
205, and any related contract or transaction,' 27 is voidable at the instance of the
company. However, this only applies if the contract or transaction would have
been void at common law. A contravention of the financial assistance prohibition under Australian common law renders the contract for financial assistance
and any security given in connection with the infringing loan illegal and
void. 128 Thus, pursuant to subsection 206(2), any such contract or transaction is
voidable but not void.
Notwithstanding the ability of the company to avoid certain contracts or transactions entered into in breach of subsection 205(1), the court may make such
order or orders as it thinks just and equitable if the company makes, performs,

121. Id. § 205(13)(b).

122. Id.§ 205(13)(f).
123. Id. § 205(13)(c).

124. Defined to include a director, secretary, executive officer, or employee, in § 9(1). Id.§ 9(1).
125. Id. § 205(6).
126. Id. § 205(5).
127. See id. § 206(14), which deems certain contracts and transactions to be related for this
purpose. The court may also permit any member, debenture holder, trustee for debenture holders or
a director to avoid the main, or a related, contract or transaction on behalf of the company. Id. §
206(3). The predecessor subsection, which is in identical terms, was considered in Darvall v. North
Sydney Brick & Tile Co., [1988] 6 A.C.L.C. 154; (No. 2) [1989] 7 A.C.L.C. 659.
128. Carney v. Herbert, 1985 App. Cas. 301 (P.C.).
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or avoids such a contract or engages in such a transaction, and the court is
satisfied that the company or any other person has suffered, or is likely to suffer,
loss or damage as a result.' 29 Such an order may include an order to pay
compensation or refund money to restore0 the parties to their respective positions
before a loan contract was performed. 13
In circumstances where the company has purported to comply with the relaxation procedure under subsection 205(10), the ability of a company to avoid
contracts and transactions would clearly be a major concern to an innocent lender
who could find itself without security for its loan. Accordingly, subsection
206(6) provides that a third party may rely upon a certificate signed by not less
than two directors or a director and secretary stating that the company complied
with the relaxation procedure under subsection 205(10). If the directors issue
such a certificate to a third party, no order of compensation or otherwise may be
directed against the third party in respect of any contract or transaction made,
performed, or engaged in by it in reliance on the certificate, and any such
contract or transaction is valid and may not be avoided. A third party, however,
may not rely on subsection 206(6) if it is aware, or deemed to be aware, that the
company has not complied with the relaxation procedure.' 3' Any person who
signs a certificate under subsection 206(6) in circumstances where the requirements under subsection
205(10) have not been complied with is guilty of a
32
criminal offense. 1
In addition to the statutory rights, a company may have a civil claim in
common law against an officer for breach of duty, or a claim against a third party
for conspiracy or as a constructive trustee. 133
VI. Canada
A.

THE BASIC PROHIBITION

The basic financial assistance prohibition in the Canadian federal companies
34
legislation is section 44 of the Canada Business Corporations Act (the Act). 1
Section 44 provides as follows:

129. Corporations Law § 206(4).
130. Id. § 206(5).
131. Id. § 206(7). By virtue of subsection 206(8), such a third party is deemed to have the
knowledge of any of its employees and agents having duties or acting on behalf of the person in
relation to the relevant contract or transaction, in the absence of proof to the contrary. Id. § 206(8).
132. Id. § 206(11) and see defense under subsection 206(12).
133. See, e.g., Selangor United Rubber Estates Ltd. v. Craddock (No. 3), [19681 1 W.L.R.
1555.
134. Canada Business Corporations Act, CAN. REV. STAT. ch. C-44, § 44 (1985). Prohibitions are
also to be found in provincial companies legislation, such as the Business Corporations Acts of
Ontario and Alberta, both of which have similar wording to section 44 of the Canada Business
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Prohibitedloans and guarantees-[A] corporation or any corporation with which it is
affiliated shall not, directly or indirectly, give financial assistance by means of a loan,
guarantee or otherwise
(b) to any person for the purpose of or in connection with a purchase of a share issued
or to be issued by the corporation or affiliated corporation, where there are reasonable
grounds for believing that
(c) the corporation is or, after giving the financial assistance, would be unable to pay
its liabilities as they become due, or
(d) the realizable value of the corporation's assets, excluding the amount of any financial assistance in the form of a loan and in the form of assets pledged or encumbered
to secure a guarantee, after giving the financial assistance, would be less than the
135
aggregate of the corporation's liabilities and stated capital of all classes.
1. "The Corporationor any Corporation
with Which It Is Affiliated"
The prohibition applies to the acquisition of shares in a body corporate incorthe target corporation or an
porated or continued1 36 under the Act 137 where
138
affiliated corporation gives financial assistance.
2. "FinancialAssistance"
The title of the subsection, "Prohibited loans and guarantees," is misleading
by means of a loan or guarantee but
as it applies not only to financial assistance1 39
also to other forms of financial assistance.

Corporations Act. Ontario Business Corporations Act, Ow. REV. STAT. ch. 4, § 20 (1982); Alberta
Business Corporations Act, ALTA. REv. STAT. ch. 8-15, § 42 (1981). One significant difference
between the Ontario and federal legislation is that the former, unlike the latter, expressly prohibits
financial assistance for the purchase of a security convertible to a share.
135. Canada Business Corporations Act § 44(1). Subsection 44(l)(a), omitted from the above
quote, prohibits financial assistance given to a shareholder, director, officer, employee of the corporation or an affiliated corporation, or to an associate of any such person for any purpose. Although
the validity of financial assistance given for purposes other than the acquisition of shares directly in
the corporation is beyond the scope of this article, this provision should be considered, in particular,
where there is an indirect change in control of a Canadian corporation, and it is intended that the
corporation will give financial assistance. Although, in such circumstances, subsection 44(l)(b)
would not apply, as there would be no acquisition of shares in a Canadian corporation, subsection
44(1)(a) may apply. Canada Business Corporations Act §§ 44(1)(a)-(b).
136. A corporation may be incorporated in Canada either federally, under the act, or under
applicable provincial legislation. A corporation incorporated in a province, with the exception of
Quebec, can continue its existence under the laws of another jurisdiction and be treated as if it had
been incorporated in that other jurisdiction (see, e.g., id. §§ 187-188).
137. Id. § 2(1) (definition of "corporation").
138. See id. for the definition of "affiliate;" but cf. Ontario Business Corporations Act § 1 (where
in the equivalent definition an affiliate is defined as a "controlled" corporation, and for this purpose
less than 50 percent ownership of the voting shares may still give control).
139. See supra text section II for discussion of the meaning of "financial assistance."
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3. "For the Purpose of or in Connection with"
This is the same terminology used in the Australian and Hong Kong legislation. Unlike the Australian legislation, there is not even a partial definition of the
terms in the Canadian legislation.
4. Solvency Tests
Unlike the other jurisdictions considered in this survey, the basic prohibition
only applies to financial assistance given in connection with, or for the purpose
of, an acquisition of shares if the corporation giving the assistance is unable to
meet two solvency tests. The financial assistance is prohibited unless the corporation can satisfy both solvency tests.
The first test (the liquidity test) provides that the financial assistance will be
prohibited if there are reasonable grounds for believing that the corporation is, or
after giving the financial assistance would be, unable to pay its liabilities as they
become due. This is similar to the statement as to the corporation's future
solvency to be made by the directors
by way of statutory declaration under the
0
U.K. relaxation procedure. 14
The wording of the liquidity test requires that it be satisfied both before and
after the corporation gives financial assistance. The question obviously arises
whether a guarantee or other contingent liability need be assumed to become
payable in full in determining whether this test is satisfied. As with interpretation of the statement to be made by directors using the relaxation procedure
under section 155 of the 1985 Act; 14 1 to require an assumption of immediate
payment of a guarantee seems an unduly restrictive interpretation of the
statutory provision. Furthermore, it is arguable that, in the net asset test under
paragraph (d)
of subsection 44(1), the directors must take into account the
42
guarantee. 1
The second test (the net asset test) provides that the financial assistance will be
prohibited if there are reasonable grounds for believing that the realizable value
of the corporation's assets after giving the financial assistance would be less than
the aggregate of the corporation's liabilities and stated share capital. Before
applying the net asset test, one must reduce the assets of the corporation in
question by the amount of any loan or assets pledged or encumbered to secure a
guarantee constituting the financial assistance. In valuing the assets one must
take their realizable value. Since book values will often not represent the realizable value, the application of this test will require a careful analysis of the
balance sheet values of the Canadian corporation's assets.

140. See Companies Act 1985, §§ 155(6), 156, as discussed supra text section IV.B.2.
141. Id.
142. For a discussion of this and other points upon the Canadian legislation, see generally Belcher
& Lewame, Corporate Guaranteesas a Form of FinancialAssistance: The Banker's View, 5 BANKING & FiN. L. REv., No. 1, Oct. 1989, at I.
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EXCEPTIONS TO THE BASIC PROHIBITION

Subsection 44(2) sets out five exceptions to the basic prohibition. The exception
most likely to be of assistance in a takeover situation is that financial assistance
may be given by a corporation to its holding corporation. if the corporation is a
wholly owned subsidiary of the holding corporation. 143 This exception permits
post-acquisition financial assistance to a purchaser that has become the sole owner
of the target corporation. Thus, the financial assistance provisions will permit the
target corporation to loan cash to the purchaser to enable the purchaser to repay
indebtedness incurred for the purpose of the acquisition irrespective of the financial condition of the target corporation, provided that the loan is made after
the purchaser has acquired the shares. However, most practitioners in Canada
interpret the exception as only applying in the case of a direct wholly owned
subsidiary and not to an indirect wholly owned subsidiary.
Some argue that when the target corporation gives a guarantee immediately
after the closing of the acquisition to secure indebtedness of the purchaser, the
court may refuse reliance upon the holding corporation/subsidiary exception on
the basis that this is a stepped transaction designed merely to avoid the financial
assistance prohibition.144
A corporation is also permitted to give financial assistance in the ordinary
course of business if lending money is part of the ordinary business of the
corporation. 145 Unlike the United Kingdom and Australia, but similar to Hong
Kong, there is no statutory relaxation procedure that may be followed in order to
exclude the basic prohibition if it applies.
C.

CONSEQUENCES OF A CONTRAVENTION OF THE PROHmmON

Subsection 44(3) provides that "[a] contract made by a corporation in contravention of [section 44] may be enforced by the corporation or by a lender for value in
good faith without notice of the contravention." 146 Thus, a lender who has notice of
the contravention, or any other third party, may not take any benefit of subsection
44(3). In addition, subsection 18(f) of the act also deals with this issue. It provides
that a corporation may not assert against a person dealing with the corporation or any
person who has acquired rights from the corporation that financial assistance, as a
result of section 44, was not authorized except where the person has or ought to
have, by virtue of his position with or relations to the corporation, knowledge to the
contrary. If a party is unable to rely upon either subsection 18(f) or subsection 44(3),
it appears that the transaction could be set aside.
Subsection 118(2) provides for an important head of liability in the case of any
director of a corporation who votes for or consents to a resolution authorizing
143.
144.
145.
146.

Canada Business Corporations Act § 44(2)(c).
See Belcher & Lewarne, supra note 142, at 14.
Canada Business Corporations Act § 44(2)(a).
Id. § 44(3).
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financial assistance contrary to section 44. Subsection 118(2) provides that any such
directors shall be jointly and severally liable to restore to the corporation any
amounts so distributed or paid and not otherwise recovered by the corporation.
However, a director liable under subsection 118(2) is entitled to apply for a court
order compelling a shareholder or other recipient to pay or deliver to the director any
money or property that was paid or distributed to the shareholder or other recipient
contrary to section 44.147 Unlike the other jurisdictions covered by this survey,
breach of the financial assistance prohibition in Canada is not a criminal offense. 148
VII. Hong Kong
A.

THE BASIC PROHIBITION

The basic financial assistance prohibition in the Hong Kong companies legislation is in subsection 48(1) of the Companies Ordinance (the Ordinance),
which provides as follows:
[I]t shall not be lawful for a company to give, whether directly or indirectly, and
whether by means of a loan, guarantee, the provision of security or otherwise, any
financial assistance for the purpose of or in connection with a purchase made or to be
made by any person of any shares in the company ....
Subsection 48(1) applies in the case of a purchase of shares. The term "purchase" in this context has been construed as applying to a purchase of shares by
150
way of transfer, but not to a subscription for an initial issue of shares.
1. "Company"
The prohibition applies to the acquisition of shares in a company incorporated
under the Ordinance or previous Companies Ordinances. 15 1 In contrast to the
legislation of the other jurisdictions surveyed, subsection 48(1) is not expressed
to apply to a subsidiary giving financial assistance for the acquisition of shares
in its holding company. However, any proposal that involved financial assistance
from a subsidiary of the target company should be carefully considered, because
the target company may be regarded as having given unlawful financial assistance by using its influence to arrange for its subsidiary to provide the assistance.
2. "FinancialAssistance"
Financial assistance is partially defined as financial assistance by means of a
loan, guarantee, the provision of security, or otherwise. 152
147. Id. § 118(4).
148. Although breach of the financial assistance prohibition under applicable provincial legislation may constitute a criminal offense (see, e.g., Business Corporations Act 1982 (Ontario)).
149. Companies Ordinance 1984, 4 Laws of Hong Kong, ch. 32, § 48(1). The equivalent provision in previous U.K. legislation was the Companies Act 1929, 19 & 20 Geo. 5, ch. 23, § 45.
150. Re VGM Holdings Ltd., [1942] 1 All E.R. 224.
151. Companies Ordinance § 2(1).
152. See supra text section II for discussion of meaning of "financial assistance."
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3. "For the Purpose of or in Connection with"
The financial assistance will be prohibited if it is "for the purpose of or in
connection with" the acquisition. Unlike the Australian legislation, no definition, partial or otherwise, is given of the terms "for the purpose of" or "in
connection with."
B.

EXCEPTIONS TO THE BASIC PROHIBITION

The Hong Kong legislation provides only three limited exceptions to the basic
financial assistance prohibition, none of which is likely to apply in a takeover
context. However, if the lending of money is part of the ordinary business of the
target company, the lending of money by the target company is permitted "in the
ordinary course of its business." 15 3 Most importantly, unlike the United Kingdom and Australia, but similar to Canada, there is no relaxation procedure that
may be used by a Hong Kong company.
C.

CONSEQUENCES OF A CONTRAVENTION OF THE PROHIBITION

The Ordinance provides that a breach of section 48 shall constitute a criminal
offense on the part of the company and every officer who is in breach. 154 As regards
55
the civil consequences of a breach, the law is the same as in the United Kingdom.1
VIII. Conclusion
In the case of any acquisition of shares in a company incorporated in the
United Kingdom, Australia, Canada, Hong Kong,' 56 or any other British Commonwealth country, the parties and any financiers must have careful regard to
applicable financial assistance legislation. If it appears that the proposed contract
or transaction may contravene the basic financial assistance prohibition, then the
applicability of specific exceptions should be considered. If it is unclear whether
any of the specific exceptions applies to the contract or transaction in question,
then, in the United Kingdom or Australia, the company should pursue the availability of the respective relaxation procedures. In all cases, legal advisers must
ensure that their clients are aware of the serious civil and possible criminal
liabilities that may flow from pursuing a contract or transaction in breach of the
financial assistance prohibition.

153.
154.
155.
156.

Companies Ordinance § 48(l)(a).
Id. § 48(3).
See supra text section IV.C.
Editor'sNote: After the completion of this article the Companies (Amendment) (No. 2) Bill

1991 was proposed for enactment in Hong Kong. The new legislation will substantially amend the
financial assistance provisions in Hong Kong, the principal effect being to introduce provisions
equivalent to those found in the U.K. Companies Act 1985. The new provisions were due to take

effect in the second half of 1991.
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